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EDITORIAL DEPARTMENT NOTE 


When times are good we are not inclined to be critical of prevailing notions 
and practices. “Let well enough alone” expresses a quite general feeling. 
One of the chief values of adversity is that it makes us critical, focuses the 
light on errors that have escaped us during more prosperous times, and tends 
to carry our reasoning back to fundamentals. As we clear away the debris, 
we find some foundation stones that have easily withstood adversity while 
others, which have no support other than the shifting sands of prevailing 
custom, have crumbled with the first rainy day. There has been abundant 
opportunity during recent years to test in the light of changing conditions 
fundamental concepts upon which accounting is based. Some of our ideas 
have had to be revised and modified, others have shown possibilities 
for future expansion, while still others are being subjected to further study 
and testing. In this issue of the Bulletin we are presenting an outstanding 
contribution devoted to a consideration of certain of these fundamental 
concepts. 

W. A. Paton, the author of this article, is Professor of Accounting in the 
School of Business and Professor of Economics in the Department of Eco- 
nomics at the University of Michigan. An outstanding authority on account- 
ing, he has contributed liberally to the literature on the subject. He is author 
of two books, Accounting Theory and Accounting and co-author with R. A. 
Stevenson of Principles of Accounting and Problems and Exercises in Ac- 
counting. He has written some 30 or 40 magazine articles dealing with 
accounting and allied subjects, and is recognized for his ability to reduce 
each problem to its fundamentals. 

Professor Paton is a Ph.D. of the University of Michigan and except for 
one year at the University of Minnesota has constantly served his alma mater 
as a member of the instructional staff. During the war he served with the 
Bureau of Research and Statistics of the War Trade Board, and in 1919 was 
connected with the Income Tax Unit of the Bureau of Internal Revenue. 
He is a member of the American Institute of Accountants, the American 
Society of Certified Public Accountants, and the American’ Association of 
University Instructors in Accounting, and served the latter Association as 
President in 1922. 

The present address was delivered by Professor Paton before our Chicago 
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COSTS AND PROFITS IN PRESENT-DAY 
ACCOUNTING 


By W. A. Paton, Professor of Accounting, 
University of Michigan, Ann Arbor, Mich. 


| i AFRAID that what I have to offer on this very broad topic 

will prove to be very elementary and commonplace. However, 
it is no doubt desirable for us to detach ourselves occasionally from 
the routine technical matters with which we are intimately engaged 
and survey the general framework of problems and concepts 
within which, as accountants, we move and have our being, for the 
purpose of tightening our grasp of essentials and improving our 
sense of perspective; and there may be some slight justification 
for my remarks along this line. 


Fundamental Approach to Problem of Measuring Costs and Profits 


There are three underlying views with respect to the determina- 
tion of the costs and revenues of the business enterprise, which may 
be suggested by the following: 


1. The business life-time approach, 
2. The “velvet” theory of profits, 
3. The doctrine of periodic apportionment. 


Under the first view the accountant would merely accumulate 
costs and revenues, in whatever categories required, hold the same 
in suspense until the business concern had reached the end of the 
voyage, was safely in port (or sunk), and then determine profit or 
loss once and for all in terms of the entire life history of the enter- 
prise. In other words, there would be no “matching” of costs and 
revenues until all uncertainty as to future activity and future 
events was eliminated by the fact that the concern had run its en- 
tire course. As I believe Justice Brandeis has pointed out, it is only 
on this basis that an entirely accurate and dependable picture of 
earnings can be drawn (and even in this case the problem created 
by the changing purchasing power of the dollar remains to be 
dealt with). 

In general this approach is discarded in modern accounting, the 
actual or assumed long life of the typical enterprise, and the need 
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for interim information for financial and operating managements, 
being the major considerations in determining our attitude on this 
point. However, it may be that even at the present time this ap- 
proach has some significance in special situations. For example, 
a person or concern that buys a tract of land and attempts (I say 
“attempts,” advisedly) to sell it as an improved subdivision, may 
well feel that no dependable calculations of profits are possible 
until the entire effort has been brought to a final conclusion. 

What I have labeled the “velvet” theory is a second possible ap- 
proach only slightly less conservative than the first. Under this 
theory all revenues are credited to costs as they (the revenues) 
arise and no profits are recognized unless and until the costs have 
been fully absorbed. According to this doctrine, in other words, all 
revenues represent merely return of capital until the point is 
reached at which the entire investment has been recovered; from 
this point on earnings constitute clear profit or “velvet.” This view 
likewise has some merit, particularly when applied to some types 
of mining enterprises and other highly speculative undertakings 
and commitments. At any rate it has obvious advantages over the 
opposite extreme—a treatment of all revenue as net earnings to- 
gether with the assumption that investment is a permanent, inex- 
haustible pool, like the widow’s cruse of oil. An example of the 
adoption of the velvet theory of costs and profits is found in the 
manner in which annuities are handled by the Treasury Depart- 
ment for income-tax purposes. 

Modern accounting is of course founded on the third approach, 
the doctrine of periodic apportionment. We, take very seriously 
the idea of the fiscal period—either the time it takes the earth to 
travel around the sun or some other arbitrary interval—and en- 
deavor to show the manner in which transactions and processes 
which involve costs and revenues impinge upon the enterprise in 
terms of net profits for a particular period. We cut the life of the 
enterprise up into precise segments and, building a balance sheet 
stone wall at either end, report in definite quantitative terms the 
final effect of operations for each segment, without paying much 
attention to the numerous living fibers severed in the process. In 
addition we attempt to carry matters still further by assigning 
costs to particular operations, departments, or classes of product. 
It is well to recognize that in accepting this general mode of attack 
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the accountant is undertaking a tremendously complex and diffi- 
cult task, and that the results achieved at the best are subject to 
inherent limitations. 


Concepts of Costs and Assets 


In dealing with cost concepts and problems it is well, as a pre- 
liminary step, to recognize the relation between costs and assets. 
The asset category in the balance sheet covers two main areas or 
pools of economic elements. On the one hand are the items of 
money and representatives of money—bank accounts, marketable 
securities, receivables and similar elements. In this pool, in other 
words, we find the more or less mobile purchasing power of the 
business, the funds which are available in terms of money and 
which are not in any great degree subject to the hazards and con- 
ditions peculiar to the operation of the particular enterprise. On 
the other hand we have the pool of cost factors, “commitments,” 
funds already placed in jeopardy, already dedicated to the special 
purposes of the enterprise, primarily in the form of inventories 
and plant. Incidentally it would be a great help if it could be gen- 
erally understood that the typical balance sheet contains, under the 
general head “assets,” these two very different things. A dedicated 
cost factor is not, strictly speaking, an asset in the sense of a defi- 
nitely available item of purchasing power. It is merely, as the term 
“cost” implies, a commitment of funds in business operation with 
respect to which the outcome has not yet been determined. 


The Accountant's Tasks with Respect to Costs 


In dealing with the pool of dedicated cost factors the accountant 
has a three-fold task, as follows: 


1. He must make an acceptable record of costs as they 
are incurred. 

2. He must follow costs in terms of internal business op- 
eration, classifying and departmentalizing the costs 
incurred in the most effective manner possible. 

3. He must assign a proper quantum of costs to the rev- 
enues of the particular period, at the same time 
“deferring” the unassigned amount for future ab- 
sorption. 
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With respect to the first task the accountant nowadays appears 
to be doing a fairly creditable job. Time was when our tests of 
cost incurred were much too crude, and an up-to-date record of 
costs an exception, but with the development of the accrual system 
with its immediate and fairly complete recognition of liabilities the 
systematic compiling of costs in original form has become a com- 
monplace feature of accounting, to be taken for granted in any 
well-regulated office. 

Likewise with respect to the second task the accountant may be 
said to be fulfilling his function in a reasonably satisfactory man- 
ner. The accountant has become amazingly dextrous in his ability 
to follow and trace costs, to manipulate, classify, and reclassify, 
in terms of processes, functions, products, etc., the costs of busi- 
ness operation. In fact the chief question here is, has not the ac- 
countant become too proficient in this regard? Or, to put the mat- 
ter more clearly, is not more or less arbitrary classification being 
indulged in without due recognition of the inherent weaknesses and 
limitations ? 

The third chore mentioned is that of periodically skimming off 
from the pool of recorded and digested costs the amount properly 
chargeable to the revenue of the particular month, quarter, or year, 
the balance of the accumulated pool then being deferred for sub- 
sequent disposition. This, to my mind, is the crucial task of the ac- 
countant, and unless this task—that of a proper matching of peri- 
odic revenues and costs—is reasonably well done there would seem 
to be a large degree of fruitlessness in the preliminary work ac- 
complished in recording and manipulating costs. 

How effective is the accountant in his work of assigning costs 
to periodic revenues? Undoubtedly we are still at a rather crude 
stage of development at this point, and because of the intrinsic dif- 
ficulties involved it is an open question as to how much improve- 
ment can be expected. Thinking of the business enterprise as an 
area between two lines, one the point of origin and the other the 
point of departure, it is doubtless fair to say that our observation 
of costs as they focus upon the point of origin is fairly accurate 
and complete, and that we make some progress in attempting to 
follow costs in their relation to internal business operation, but our 
task becomes increasing difficult and when it comes to the final step, 
the measurement of costs as they bombard the finish line and escape 
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the business boundaries (as costs of revenues or losses), we often 
find ourselves proceeding in a very arbitrary and unsatisfactory 
manner. Nevertheless it is well for the accountant to appraise his 
work in this connection occasionally, for the purpose, at least, of 
recognizing his failings and with the hope that some measure of 
improvement may thereby be attained. 


Undue Stress on Physical Considerations 

In general, cost accountants and other accountants are unduly 
impressed with the physical technological side of business as op- 
posed to the economic side. This need not be surprising. All of us 
are dominated in our thinking in large measure by what the eye 
can see and the hand follow. That which is more abstract and 
largely deductive seems, in commonplace thinking, to be less ac- 
ceptable. As yet mankind has developed a very thin veneer of 
reasoning power, and it requires very little by way of arbitrary 
tradition and rule, or obstacles in the form of specious physical 
considerations, to shatter what little we have developed. 

We need to remind ourselves occasionally of the fact that in ac- 
counting we are dealing primarily with the economic significance 
of various business elements and conditions rather than with phys- 
ical factors as such. As stated above, ignoring the accounts which 
represent money funds or their equivalent, the basic stuff with 
which the accountant works are economic cost elements. It is true 
of course that these cost elements are often associated with tangible 
objects, but our immediate concern is with the costs rather than the 
objects. Further, in the case of certain important types of cost 
there is little basis for attachment to specific tangible factors. 

In the last analysis the economic cost of a so-called tangible asset 
is largely a summation of the costs of the services that have been 
necessary to bring the asset into being rather than the cost of 
the intrinsic physical elements involved. Consider, for example, 
the case of the motor truck. I would not venture ar estimate as 
to what part of the total cost of the truck, as a completed struc- 
ture, ready to function, is represented by the ore in the ground 
and the other basic materials embodied in the finished product in 
their original untouched condition, but it is safe to say that the 
amount would be very small. The cost of the truck, in other 
words, is primarily an aggregation of the costs of the range of 
services which have been necessary to extract and transport the 
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original materials, and fashion and deliver the final result. But 
this fact in no measure invalidates such costs or makes them any 
less significant. 

The point of view suggested is especially important when one is 
dealing with those services which lack direct physical connection 
with specific tangible objects and which are nevertheless entirely 
legitimate and necessary factors. Accountants have long looked 
askance at organization costs, for example, and have in general 
adopted the theory that such costs, although they may appear in 
the balance sheet momentarily as a necessary evil, are a disrepu- 
table item which must be tucked out of sight and amortized as 
soon as the volume of revenues makes this convenient. Almost 
nowhere has it been suggested that such costs be treated on their 
merits, like other legitimate charges, rather than arbitrarily. This 
traditional approach may well be questioned. Why should the 
services of the promoter, the broker, the attorney, and the poor 
old accountant be looked upon in this manner? Assuming that 
these interests are engaged to perform certain specific functions 
that are deemed to be necessary in launching the enterprise, and 
that the amount of compensation is arrived at by a process of 
arms’-length bargaining and it is not unreasonable, why is it neces- 
sary to view the resulting costs with suspicion? We accept with- 
out question the costs of the services of the architect and the brick- 
layer as bona fide items in the cost of construction, and capitalize 
such costs as a fixed asset, but we seem to refuse to give the same 
sort of consideration to the charge for the services of those who 
are responsible for raising the capital, without which there would 
be no possibility of engaging either the architect or the bricklayer. 
It is true, of course, that the actual cash cost of organization is 
sometimes obscured by the form of transaction employed and it 
may also be true that excessive payments for this factor are some- 
times met with, (excessive costs of direct construction, for that 
matter, are not unknown) but that is not the point at issue. 
What I am trying to indicate is the inherent unreasonableness of 
trying to justify costs and to deal with costs on the basis of 
apparent direct physical relation to tangible results. I contend 
that the costs of general professional services, whether incurred 
during organization and construction or during operation, are on 
substantially the same footing for purposes of accounting as are 
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the so-called direct costs of tangible factors arising during the 
corresponding periods. 

Applying this suggestion directly to the manifold assignments 
and allocations arising in the day-to-day work of the cost ac- 
countant, the question arises, is the emphasis usually laid upon 
tracing specific physical relationships entirely justified? An out- 
right answer in the negative would perhaps not be warranted, but 
at least it may be urged that the accountant must guard against 
taking the physical basis of allocation too seriously. In the first 
place physical relationships, even when definitely observed and 
verified, are not always indicative of significant economic relation- 
ships. In general we would say, to refer to an old example, 
that coal burned in the boiler of a freight locomotive is clearly a 
cost of freight traffic, but we all recognize the need for at least 
a slight modification of such allocation to take care of the situation 
when the freight locomotive, under a full head of steam, is waiting 
on a siding for an hour to clear the way for a fast passenger train. 
Also, when we charge the entire cost of a sheet of leather to a 
product notwithstanding the fact that twenty per cent of the actual 
quantity goes into the scrap pile, we are recognizing the fallibility 
of the purely physical basis of assignment. In the second place, 
the physical basis is strictly limited because of the impossibility 
of finding specific and dependable physical connections between a 
large part of the total pool of cost and the various functions, prod- 
ucts, or other centers of allocation. 

On the whole we will do well to use the stop watch and other 
bases of physical measurement less and economic imputation more. 
Further, we will do well to recognize that no allocation is often 
much more satisfactory than a questionable allocation. In this con- 
nection I like the type of report for department stores sponsored 
by Mr. C. B. Clark, Controller of the J. L. Hudson Company. In 
this report, as I understand it, only those costs are departmentalized 
which are clearly assignable, and the difference between the reve- 
nues of the department and the total of such assignable costs, 
instead of being more or less arbitrarily allocated, is treated as 
the contribution of the department to the pool of joint operating 
charges. 

The treatment of distribution costs is a matter of interest in 
this connection. In general, accountants still shy from the appli- 
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cation of cost accounting concepts and methods to selling charges. 
In other words, the practice of assigning such costs to revenues as 
incurred, regardless of their economic applicability to such reve- 
nues, remains the prevailing procedure. And undoubtedly the 
fact that selling charges in general seem to lack attachment to 
tangible objects, and have no apparent physical connection with 
particular units of output is in part responsible for this practice. 
It is certainly helpful here to recognize that in dividing the pool 
of operating costs in any period between charges assignable to 
current revenues and charges which should be applied to later 
revenues it is not necessary to sound analysis to justify all de- 
ferred charges in terms of physical inventories. 

I am not trying to suggest that those selling costs which clearly 
occur as a final step in the creation of revenue and are incurred in 
the same period in which the revenues to which they contribute 
are booked should be deferred. However, in these days of indirect 
advertising and complex selling organizations it is clear that the 
application of cost to revenue purely on the basis of the old- 
fashioned test of expenditure is too crude a device to yield satis- 
factory results. 


Undue Stress Upon Balance-Sheet Point of View 


I have become more and more impressed with the doctrine that 
even in the field of accounting for fixed plant assets the primary 
goal is a sound presentation of periodic income, and that our 
obsession with balance sheet display in this connection has been 
somewhat unfortunate. Plant asset accounts are essentially de- 
ferred charges to operation, not present realizable values of prop- 
erty, and the central problem of plant accounting, accordingly, is 
that of assigning such charges to operations and to periodic reve- 
nues in accordance with the most discriminating interpretation 
possible of the essential economic conditions obtaining in any case. 

Particularly objectionable to the cost accountant are the sweep- 
ing arbitrary adjustments of plant property accounts, up or down, 
to conform to some financial policy or desire, often unsound if not 
unethical, on the part of the owners or influential officers. These 
adjustments play havoc with systematic cost accounting. One year 
our depreciation charges are on one basis; the next year on quite 
another. Perhaps the management decides to write all plant ac- 
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counts down to $1 and thus free the accounts entirely of depre- 
ciation charges for a period of years. This may mean a favorable 
(and fictitious) showing of profits but it is not good accounting. 
Similarly the so-called conservative (and often commended) prac- 
tice of charging a large percentage of equipment or building costs 
to surplus as incurred seriously disturbs the reckoning of costs 
and profits. 

Likewise in the matter of the pricing of inventories there has 
been altogether too much influence exerted by public accountants 
and commercial bankers steeped in balance sheet presentations and 
“acid tests.” The “cost-or-market, whichever is lower” doctrine, 
for example, which is doubtful merit even from a balance-sheet 
standpoint, is certainly not conducive to rational matching of costs 
and revenues. The doctrine is full of ambiguities, is very com- 
plex in its application to industrial enterprises, and often brings 
about serious distortions in the actual flow of revenues and costs 
over a period of years. 

I realize that I am treading on holy ground in venturing an 
unfavorable comment on that sacred tenet of accounting (which, 
by the way, is a device which has come into general use only in 
the last twenty to twenty-five years), “cost or market.” But after 
a careful study and investigation beginning when I was working 
for the Income Tax Unit in 1919 and continuing to the present 
time I have come to the very firm conclusion that this device is a 
snare and a delusion, a thoroughly unworthy instrument, particu- 
larly in its application to cost accounting. It is of course too big 
a subject to discuss here, but let me go just a step further in sug- 
gesting the lines along which I think that objections to this scheme 
of inventory valuation are warranted. 

First, and ignoring the ambiguity of the term “market,” the 
method is cumbersome and difficult of application, if conscientious 
application is attempted. How, for example, is the market value 
of the overhead element in work in process at the date of the 
inventory to be measured? If market means cost of replacement 
does that mean that we must refigure the cost of plant on every 
inventory date in order to place the depreciation factor in over- 
head on a cost of replacement basis? Obviously the answer is no, 
on the grounds of expediency, which shows clearly the impossi- 
bility of applying the method fully to manufacturers’ inventories. 
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Second, the inconsistency of the method is more serious than 
commonly recognized. Prices of most all elements in a complex 
inventory are usually moving in the same direction if not with the 
same velocity. In effect, then, the use of “cost or market” really 
means a shift from a cost basis in one year to a market basis 
(whatever that means) in another year, with perhaps a return to 
cost in still another year. This shifting undoubtedly distorts the 
picture of costs and profits as viewed over a period of years, in 
that it sets up artificial movements and fluctuations in cost of sales 
figures. It is a very antithesis of good statistical practice. 

Third, as Hatfield, Esquerré, and others have pointed out, the 
“cost or market” approach does not even yield rational conserva- 
tism in the matter of inventories as between periods or between 
different concerns. In one case market may be far below cost, 
in another case barely below. If conservatism is what we are after 
why not always reduce cost by, say 50% for inventory purposes? 
Or, better still, show inventories at $1. 

Fourth, as W. B. Gower indicated in an article in the Journal 
of Accountancy some years ago the “cost or market” scheme has a 
logical defect in that it might permit the recognition of a profit 
unrealized by sale in a period in which items in the inventory and 
which had been included in the preceding inventory had a market 
price higher than the last inventory amount although lower than 
cost. This objection is of course conventionally met by the ac- 
countant by interpreting cost in such cases as the last inventory 
value. 


Broad and Narrow Conceptions of Operation 


In a period of depression such as we have been experiencing 
there is always a tendency in the direction of the adoption of a 
rather narrow conception of business operation. This is evidenced 
in the freer use made of non-operating deductions, often through 
the surplus account, in lieu of revenue charges. 

In principle the distinction between an operating expense and a 
loss is clear. An expense represents the expiration of some cost 
factor which has contributed in the regular course of operation 
to the creation of current revenue. A loss, on the other hand, 
represents the extinguishment of asset values as the result of forces 
acting outside the regular activities of the business, and supposedly 
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contributes nothing to the revenues realized. However, when an 
effort is made to apply this general distinction to specific trans- 
actions and situations difficulties arise, and there is a considerable 
area for the exercise of judgment. And a caution against the use 
of an unduly technical and narrow view of operation is needed. 
In the first place it is scarcely reasonable to make use of an ideal 
but unattainable situation as a standard. In one sense, for exam- 
ple, normal spoilage and breakage due to the ordinary imperfec- 
tions of the human agents and the other factors in production is 
a loss, but it would be artificial accounting to exclude the effect of 
such unfortunate but unavoidable phases of business operation 
from current revenue charges. In the second place, and more 
important, is the fact that business operation is inevitably eco- 
nomic as well as technological. There are those who hold that 
a flour miller, for example, should so handle his accounting that 
regardless of the movement of the prices of his raw material and 
finished product there will be disclosed as a net earning the price 
paid for the technical function of milling. It is argued, in other 
words, that the movement of prices, in its effect on the affairs 
of the miller, is a non-operating phenomenon and should be han- 
dled accordingly, so that true operating earning power will be 
clearly revealed. 

One can sympathize with this proposition and yet not endorse 
it. Is it not after all very artificial to conceive of flour milling, oil 
refining, or any other activity which involves tieing up funds for 
a period of time in speculative commodities as a purely technical 
matter? Does not or should not the owner and manager of such 
a business realize that technical operation is inextricably combined 
with speculation? That is, is not the operation of the typical 
enterprise to be conceived, broadly, as including two phases, usually 
so merged as to defy clear-cut separation, namely: (1) technical 
production ; (2) impinging economic circumstances and the efforts 
of management in relation thereto? 

In terms of the broad conception of operation just suggested 
there is little excuse for direct surplus charges except in very spe- 
cial circumstances, and in any event the full effect of all such 
charges should be registered in the general income report. Of 
course, this does not deny the propriety of excluding certain types 
of deductions from departmental cost accounts. 
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In this connection reference may be made to those devices such 
as the base-stock inventory policy which are designed to average the 
effects of fat and lean years, to cut off the peaks and fill the valleys. 
Here again is a plausible doctrine of which the accountant should 
beware. There is no objection to averaging as such, or to the issue 
of reports of costs and profits which are expressly presented as 
averages of the results of several periods. Indeed such presen- 
tations should be encouraged. But there is serious objection to 
the manipulation of inventory values, depreciation, and other fac- 
tors in such fashion as to result in reports which, while puryort- 
ing to represent particular periods, do nothing of the sort. 


The Order of Costs in Relation to Revenues 


A special matter to which I would like to include a reference in 
this series of loosely connected observations relative to costs and 
profits is the question of the order of assignment of costs to reve- 
nue, the order of cost recovery. There is a common impression 
among laymen—an impression which sometimes finds its way into 
accounting—to the effect that certain costs have a preference in 
the matter of recovery. This is illustrated by the persistent tend- 
ency to treat depreciation as an optional cost, a cost to be recog- 
nized when convenient, and a cost which may be deducted, if at 
all, as a sort of afterthought in the income report. 

Without attempting to discuss this matter may I register an 
objection to the doctrine that any bona fide cost of production is 
optional or is outranked in order of recognizability by any other 
cost? When a customer buys the product of an enterprise he is 
not contributing to the satisfaction of particular explicit costs to 
the exclusion of others. A dollar of revenue, if distributed in 
terms of costs, must be distributed proportionately. In other words, 
if revenue amounts to $1 and costs total $1.25 this means not that 
certain costs have been “earned” or recovered in full while others 
have been left out in the cold but rather that each and every cost 
factor involved has been recovered to the tune of eighty per cent 
of the amount sacrificed. 

The only costs which are residual are the “implicit” costs, by 
which I mean the net earnings of the enterprise to the extent that 
these earnings are price-influencing economic cost factors. With 
respect to such costs the proof of the pudding is in the eating. 
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That is, such costs are validated only if and to the extent that 
revenues exceed all of the explicit costs of operation. It is right 
at this point that the old prc position that estimated interest on in- 
vestment is an actual cost of operation, to be regularly booked 
alongside of other costs incurred, bogs down. 


Profit Realization and Disposition 


The subject of profit realization and disposition is a broad topic 
in itself, and can only be touched on here. The first question 
involved in which accountants are interested is the selection of a 
proper test for revenue—a proper occasion upon which to recog- 
nize the flow of earnings. In general there are four main factors 
or circumstances to which revenues may be tied for purposes of 
recognition, as follows: 


1. Collection of cash from customer. 
2. Legal sale. 

3. Physical output or production. 

4. Accumulation of costs incurred. 


Needless to say the second is the principal basis in use, espe- 
cially in the manufacturing and trading fields, and there is every 
likelihood that our practice in this regard will persist. Legal sale, 
usually accompanied by physical transfer or delivery, creates a 
valid asset in the form of the claim against the customer for value 
received, and hence is deemed to furnish an adequate foundation 
for revenue recognition. The definition of realized revenues as a 
function of legal sale is of course subject to the limitations in- 
herent in the possibility of failure to collect, in the fact that some 
costs are incurred subsequent to the point of sale, and in the addi- 
tional fact that accounts receivable do not constitute immediate 
purchasing power for the payment of dividends or for any other 
purpose ; but in general we deem these limitations to be sufficiently 
taken care of by the establishment of proper reserves for uncol- 
lectibles and collection costs, and the exercise of proper care in the 
administration of working capital. 

In farming and certain other extractive fields in particular there 
is some support for the theory that inventories of completed prod- 
uct can be valued at selling price less estimated marketing and 
delivery cost, which is equivalent to the recognition of revenue in 
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terms of volume of output. And in construction and other lines 
where the process of production is unusually long and commonly 
on contract the accrual of revenue in terms of percentage of com- 
pletion is sometimes recognized as permissible. But I see noth- 
ing in present-day conditions to warrant the opinion that such 
practices will or should be expanded. In a certain theoretical 
sense revenue can be said to accrue as cost is incurred; that is, 
we might assume that as a dollar of cost is incurred a tithe of 
revenue is thereby earned. The difficulty with this doctrine in 
actual business operation lies in the fact of the great uncertainty 
—all through the process of production—of the final outcome. 
The proof of the business pudding is in the eating. The business 
concern in general is not guaranteed the recovery of each dollar 
of cost plus a proper profit. Hence we cannot safely accrue reve- 
nue prior to some conclusive action such as the legal sale or the 
collection of cash. 

Under cost-plus contracts, it is true, there is some excuse for 
such a scheme of revenue accounting, and many business men 
appear to be assuming—in my opinion to their long-run discom- 
fiture—that the N.R.A. codes create a possibility of placing their 
enterprises on a cost-plus basis. I shall return to this point in a 
moment in indicating the relationship of costs and selling prices. 

Incidentally, I would like to remind cost accountants again of 
the fact that the theory that implicit interest on investment is a 
legitimate cost incurred, on precisely the same footing as other 
costs, is merely an offshoot of the mistaken doctrine that the 
specific business concern is guaranteed the’ recovery of its costs 
plus at least a reasonable rate of return on investment. 

Turning for a moment now to the question of the disposition 
of revenues and profits—a point which is of more interest to gen- 
eral financial accountants than to cost accountants. Assuming 
gross revenues to have been realized, and to be in excess of recog- 
nizable expenses, a net earning emerges. This net earning may be 
utilized, in general, in six main ways, as follows: 

1. As dividends or interest paid to those furnishing 
capital. 

2. In acquiring government bonds or other market- 
able securities (or expanded bank accounts), as 
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a backlog or reservoir of purchasing power. 

3. In expanding gross working capital in the form 
of receivables or otherwise. 

4. In reducing current or fixed liabilities. 

5. In new commitments in the form of rededicated 
cost factors. 

6. In liquidation payments to stockholders. 

I wish to speak specifically of the fifth possibility as listed. 
When the funds accruing as either gross or net revenues are 
ploughed back into the pool of costs we have in a sense a case of 
merely “paper” earnings. That is, while these funds have been 
passed through the door of revenue the opportunity to realize 
thereon has been rejected, in a sense, and they have been thrown 
back into the jeopardy of business operation. They have become 
again simply a part of the pool of costs incurred, with all the risks 
attendant. We hope for recovery, of course, but we have no 
assurance of recovery. In a measure these funds have again 
passed from our control except with respect to the possibility of 
manipulating them in production. And it is a commonplace that 
vast sums so “earned” never reach the investor in any form. 
They are dedicated and rededicated over and over again until the 
well-nigh inevitable moment when things go wrong and the eco- 
nomic capital involved is finally and irretrievably lost. 

In general this is a matter of financial administration on which 
the accountants can have little influence. We can, however, do a 
more complete job in tracing and registering the flow of funds. 
With respect to earned net, for example, we can go much further 
with our surplus accounting and with, I think, some advantage. 
Ir general, it is true, earned surplus is nothing more than a cross- 
section of the asset total and it is important to recognize this fact. 
But by matching current assets with current liabilities and fixed 
assets with fixed liabilities and stock capital (a not unreasonable 
process in general), and by following the flow of funds more 
closely, it is possible to set up an earmarking of surplus that sug- 
gests in a very practical way the residence, in asset values, of this 
surplus. Included in this analysis, as pointed out by Professor 
Dohr some years ago, should be a showing of the element of sur- 
plus actually (not merely legally) available as a dividend reser- 
voir. Further, a second process of analysis might well follow the 
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original earmarking. For example, if a reserve for surplus in 
plant extensions is impounded out of surplus to indicate clearly 
to the stockholders, management, or others interested that an ele- 
ment of surplus has been ploughed back into plant, a subsequent 
systematic transfer of this reserve to free surplus should be un- 
dertaken as the plant is liquidated through depreciation charges. 
It is in fact this process of liberating appropriated surplus, coupled 
with the process of accruing depreciation against gross revenue 
unaccompanied by current equivalent expenditures, that makes it 
possible to “pay dividends out of surplus” during a depression. 
There has been much confusion of thought on this point. Divi- 
dends are appropriated from surplus as a yardstick, but are paid 
out of cash. And the fact of accumulated surplus, alone, does not 
make dividends possible in lean years. Statements, for example, 
to the effect that “this company has for a long time followed the 
policy of reserving earnings in good years so as to permit the 
payment of dividends in lean years, and we now enjoying the 
fruits of this policy” are half-truths or less. Where surplus has 
been recommitted to the productive process there is no possibility 
of dividends therefrom unless and until the funds involved are 
liberated, or unless and until other funds—such as the portion of 
gross revenue charged for the purpose of recognizing depreciation 
—are arrested in their normal flow and made to assume the role 
of net earnings. 


Relation of Costs and Prices 


The old question of the influence of costs on prices has become 
active again under N.R.A. developments. In general the econo- 
mist has taken the position that cost is one of the two main chan- 
nels of selling price determination (the other channel being rep- 
resented by the attitudes and circumstances of buyers). This 
general position, however, has always been subject to the quali- 
fication that the influence of the momentary costs of the particular 
producer may be slight or nil under ordinary competitive condi- 
tions. In other words, the economist has held that there are cer- 
tain focal pressure points—marginal situations—in the economic 
fabric at which costs are really influential, and that these points 
are constantly shifting and are difficult of location in terms of 
specific enterprises. 
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At present there seems to be a tendency to overlook this impor- 
tant qualification—as well as the fact that the demand side of the 
market has something to do with prices, barring a completely 
regulated and coerced deportment on the part of the buyer. We 
hear much talk of the viciousness of selling below cost and of the 
importance of insisting in the codes that prices be set at a level 
which will cover costs. Of course there is some general merit in 
this view of the situation, as selling below cost does appeal to 
many as being a clear-cut form of unfair and unsound competition. 
The problem is a serious one and no hard-and-fast statement of 
condemnation or of praise with respect to the current agitation is 
feasible. The following questions, however, should not be over- 
looked : 

First, are prices to be artificially set at a point which will cover 
the costs of the most inefficient producer, thus making it possible 
for such producers to be continued indefinitely in the field? 

Second, if prices are to be set to cover only the marginal price- 
influencing cost points how are such points to be located and 
followed ? 

Third, how are the various concepts of cost and methods of 
measuring costs to be reconciled? It looks like a hopeless task. 

Fourth, will not one effect of artificial price-fixing in terms of 
more or less artificial cost calculations be the contraction of buying 
power in general, with consequent reduction in activity for an in- 
dustry as a whole, coupled with the restriction of initiative on the 
part of the individual producer with consequent loss of business 
vitality and growth? 

The primary purpose of cost-finding for the particular enter- 
prise, it should be insisted, is the facilitating of internal business 
management, not the fixing of prices over a given market area. 
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